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Abstract
This monograph reviews economic models that study earnings management and conservatism in an information economics framework. Both introduce a deliberate or a mandatory bias in financial reports. The fundamental issue this monograph addresses is what economic effects these biases have on earnings quality. We focus on models of managers in firms interacting with rational capital market participants, and briefly consider some contracting models. The models allow us to analyze earnings management and rational inferences by market participants in equilibrium in a variety of settings and to pinpoint costs and benefits of earnings management. We discuss how investors can elicit the maximum information from the biased reports and what potential remedies actually achieve in equilibrium. For example, accounting standards that reduce discretion for earnings management may be detrimental from a welfare point of view. In rational expectations models earnings quality can be defined as the information content in reported earnings. We discuss the earnings response coefficient, value relevance, and accounting-based earnings quality measures and how they reflect changes in earnings quality. Further, we review analytical work on conservatism of accounting standards and why conservatism can be welfare-enhancing even though it introduces a bias in the earnings reports. It is exactly through this bias that the benefit arises. Therefore, a differentiated view of earnings management and conservatism is warranted; neither is principally desirable or undesirable, but this depends on the circumstances. The benefit of equilibrium models is that they offer a rigorous explanation for the phenomena and show that sometimes conventional wisdom does not apply. There exist subtle interactions between accounting standards, the institutional environment, and earnings management that lead to several insights that challenge conventional wisdom. The models describe the economics behind these results and the particular circumstances. 
Introduction
This monograph reviews and illustrates earnings management, conservatism, and their effects on earnings quality in an economic modeling framework. Both earnings management and conservative accounting introduce biases to financial reports. The fundamental issue this monograph addresses is what economic effects these biases have on earnings quality or, more generally, financial reporting quality. Earnings management is commonly understood as intentionally misrepresenting or concealing financial information about the firm's economic position by a manager. 1 It carries a connotation of wrongdoing, mischief, fraud, and even mystery, similar to other criminal activities. 2 Highly publicized accounting scandals and the immediate call for stricter regulation of the accounting environment add to this perception. Consistent with this view, most empirical literature that studies earnings management commonly views it as detrimental to the quality of financial reporting. 3
Accounting standards offer broad discretion for earnings management. They provide several options of accounting treatment and they contain many principles that require judgment. If earnings management is indeed detrimental, why would accounting standards give preparers so much discretion? Consider rules-based standards that prohibit firms to recognize R&D costs as assets, to impair assets or set up provisions. Of course, such standards preclude earnings management. However, at the same time they would not provide financial information about R&D, impairment and expected obligations. While there are other means of communicating such economic events, they usually lack many of the useful characteristics of financial accounting (such as trustworthiness and standardization). This simple example points to the fact that accounting standards that provide room for earnings management can be a desirable outcome. Even if earnings management were undesirable per se, the joint effect of undesirable bias and useful information can be still preferable to eliminating earnings management -besides the perhaps high cost of doing so.
Earnings management can take two basic forms:
• Accounting (accruals, accruals-based) earnings management: it starts with given transactions and aims at influencing the recognition, measurement, and disclosure of these transactions and other events in the financial statements after the fact. Recognition and measurement choices affect net assets and earnings in a period and they usually reverse in future periods (except for certain effects that are recognized directly in equity and presented in other comprehensive income without recycling), so clean surplus prevails. In contrast, classification and presentation choices do not affect bottom-line numbers; their effect arises if users look at subtotals only. Finally, disclosure choices affect the amount of information provided in financial statements, but do not change the numbers reported in the balance sheet and income statement.
• Real (economic) earnings management: this form of earnings management consists of performing or structuring transactions that are then reported in the financial statements to influence the reported numbers. The transactions usually affect total cash flows negatively, so they do not fully reverse. This is directly costly to the firm and is a kind of signal jamming activity. The accounting consequences for these transactions are given, and they may not even provide discretion. Thus, accounting standards often cannot prevent managers from this form of earnings management as they cannot distinguish between "normal" transactions and those that are only induced by earnings management incentives.
The effects of conservatism are similar to those of earnings management because both introduce bias in the financial report. The difference is that conservatism stems from following accounting standards, whereas earnings management is an individual choice. If standards introduce conservatism, then the question arises why should the conservative bias be any different from an, say, earnings minimizing earnings management strategy (e.g., because of taking a big bath, prior to the issuance of management stock options, or political costs)? Why is it that conservatism is deemed "good" and earnings management "bad"? Or is conservatism "bad" as well, as the recent FASB/IASB Conceptual Framework (FASB, 2010) suggests?
In this monograph, we review analytical models of earnings management and conservatism and show that both can have beneficial or detrimental economic effects, so a differentiated view is appropriate. Earnings management can provide additional information via the financial reporting communication channel, but it can also be used to misrepresent the firm's position. Guay et al. (1996) refer to these effects as performance measure hypothesis and opportunistic accrual management hypothesis. Ronen and Yaari (2008, pp. 25-31) label earnings management as "white" if it is beneficial, "black" if it is detrimental, and "gray" if either one can occur. What we find in this monograph is consistent with the "gray" view. Similar to earnings management, conservatism can reduce the information content of financial reports if it suppresses relevant information, but it can be a desirable feature that improves economic efficiency.
Our approach to study earnings management, conservatism, and earnings quality is based on the information economics literature. We discuss a variety of analytical models that capture the effects and subtle interactions of managers' incentives and rational expectations of users. The benefit of analytical models is to make precise these, often highly complex, strategic effects. They offer a rigorous explanation for the phenomena and show that sometimes conventional wisdom does not apply. 4 The "work horse" model is a rational expectations equilibrium model that captures the interaction between management (and the firm, assuming no conflicts of interest between managers and owners) and rational investors in an efficient capital market. The key ingredient is that financial reports are used to manage expectations and these expectations are endogenous (Demski, 2004) . That is, managers take their decisions based on conjectures about the reaction of market participants and other users of financial information; and users make conjectures about the managers' incentives and opportunities to manage earnings to make their decisions. In equilibrium, the conjectures are fulfilled, and we study the characteristics of equilibrium earnings management and its effect on earnings quality.
Besides affecting expectations, financial accounting numbers are used in contracts to determine claims and duties of the contracting parties. Similar to equilibrium models, ex ante the contracting parties anticipate the consequences of contract covenants; differently, though, they are bound to the predetermined consequences after the contract has been agreed upon. Thus, the consequences are not necessarily best responses ex post. In this monograph, we deliberately focus on the equilibrium models and discuss contracting models briefly to highlight potential commonalities and differences in the results.
Although we review a variety of analytical work, we do not attempt to provide an exhaustive survey on equilibrium models, and even less so on other analytical models, that have been used to study issues in earnings management, conservatism, and earnings quality. We organize the monograph around a few basic model settings, which we present in simple versions first and then in extensions to elicit the main insights most clearly. We draw from the literature selectively and subjectively to illustrate main insights. The discussion should show avenues the literature has taken and directions for possible future research.
There are several surveys that discuss earnings management, conservatism, and earnings quality. Ronen and Yaari (2008) provide a detailed analysis of earnings management from both an analytical and empirical perspective. Beyer et al. (2010) survey voluntary and mandatory disclosure extensively. Kanodia (2006) focuses on another class of analytical papers that examine real effects of accounting reports and his paper is complementary to ours. Francis et al. (2006) and Dechow et al. (2010) , among others, survey earnings quality mainly from an empirical perspective.
The organization of the rest of this monograph is as follows. In Section 2, we present the basic rational expectations equilibrium model with earnings management and rational inferences by the capital market. We use this model to discuss a variety of questions, including the characteristics of equilibrium earnings management strategies, the determinants of the earnings response coefficient, the effect of additional uncertainty in the market, uncertainty of the precision of accounting information, the interaction between accounting and real earnings management, and potential benefits of earnings management.
Section 3 is devoted to earnings quality and earnings quality metrics used in many studies. This analysis is based on a multiperiod rational expectations model with more accounting structure that enables us to distinguish cash flows, accruals and earnings management in a nontrivial way. We define earnings quality based on the notion of "decision usefulness" and study how it is related to characteristics of accounting standards, to the cost of earnings management and to the information endowment of managers. Then we examine various earnings quality metrics, formally defined, and analyze how they trace the actual earnings quality in the equilibrium model. Finally, we review some work that approaches earnings quality in a contracting context.
In Section 4, we study conservatism in accounting. We begin with formal definitions of conservatism to provide a framework for the variety of appearances of conservatism. Since we are interested in potential benefits of conservatism, we present models that show that conservative accounting is useful. First, we consider models that examine non-contracting settings, similar to our focus in the previous sections. The model structures differ from those in the previous sections because conservatism introduces non-linearity into the model that violates the common assumption of linear strategies and normal distributions of random variables in the previous models. Since most analytical work on conservatism uses contracting models we also discuss some of them in more detail. Finally, we examine the interaction between conservatism and earnings management.
Each section ends with a section containing a summary of the main findings and conclusions.
